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TRENDS  IN  MORTGAGE  FINANCING 
IN  CANADA 


The  growth  in  Canadian  mortgage  borrowing  from  1970  to  1974, 
has  exceeded  that  of  any  other  category  of  borrowing  in  Canada,  with  the 
exception  of  consumer  loans.  Over  this  period,  mortgage  loans  increased 
by  over  285  per  cent  compared  with  an  increase  of  184  per  cent  in  total 
Canadian  borrowing.  Notwithstanding  generally  poor  capital  market 
performance  in  1974,  mortgages  accounted  for  22.2  per  cent  of  total  net 
new  borrowing,  up  from  16.4  per  cent  in  1970.  The  increase  in  mortgage 
financing  was  even  more  dramatic  in  1973  when  mortgage  financing  accounted 
for  32.8  per  cent  of  total  net  new  borrowing  in  the  Canadian  capital  market, 
or  double  the  1970  level  (Table  1)  * 

TABLE  1 


FUNDS  RAISED  IN  THE  CANADIAN 

CAPITAL  MARKET  BY  TYPE  OF 

BORROWER 

Funds  Raised  by: 

1970 

1971 

1972 

1973 

1974 

%  Change 
1974/1970 

$  Million 

Corporations 

3,214 

5,325 

4,817 

6,849 

10,132 

+215.2 

Mortgages 

1,590 

2,555 

4,070 

6,320 

6,125 

+285.2 

Consumers 

687 

1,373 

2,171 

2,799 

2,915 

+324.3 

Governments 

4,221 

5,944 

5,130 

3,278 

8,418 

+  99.4 

TOTAL 

9,712 

15,197 

16,188 

19,246 

27,590 

+184.1 

Percentage 

Distribution 

Corporations 

33.1 

35.0 

29.8 

35.6 

36.7 

Mortgages 

16.4 

16.8 

25.1 

32.8 

22.2 

Consumers 

7.1 

9.0 

13.4 

14.5 

10.6 

Governments 

43.5 

39.1 

31.7 

17.0 

30.5 

Source:  Bank  of  Canada  Review,  May  1974  and  October  1974,  and  Federal 
Department  of  Finance  "Economic  Review". 


2 


Although  mortgage  rates  have  increased  over  the  period  to 
historic  highs  in  1974,  these  rates  have  not  been  out  of  step  with 
competing  yields  on  other  types  of  debt  instruments.  Indeed,  since  1967, 
the  relative  spread  between  the  annual  monthly  average  conventional 
mortgage  rate  and  the  average  corporate  bond  yield^  has  narrowed.  Over 
this  period,  the  yield  on  representative  corporate  bonds  has  increased  by 
some  45  per  cent  (from  7.02  per  cent  in  1967  to  10.19  in  1974),  while  the 
conventional  mortgage  rate  has  increased  by  39  per  cent  (from  8.07  per  cent 
to  11.24  per  cent  in  1974).  This  represents  an  implicit  narrowing  of  one 
half  of  one  percentage  point. 

Some  narrowing  of  the  spread  between  the  rates  which  the  in¬ 
stitutions  pay  depositors  and  rates  at  which  they  lend  has  also  been 
evident  between  1967  and  1974.  Table  2  shows  the  annual  average  conventional 
mortgage  rate  in  the  1971-1974  period  increasing  by  just  over  5  per  cent 
above  the  prevailing  average  of  1967-1970.  This  contrasts  to  an  increase  of 
11  per  cent  in  rates  offered  by  Trust  Companies  on  their  5-year  Guaranteed 
Investment  Certificates  (GIC’s),  and  an  increase  of  close  to  7  per  cent  in 
the  Chartered  Banks’  non-chequeable  savings  deposit  rates. 


The  narrowing  of  the  spread  between  mortgages  and  other  instruments, 
and  the  narrowing  of  the  margin  between  deposit  and  lending  rates,  have 
resulted  from  many  factors  including  the  differential  impact  of  inflationary 
expectations;  changes  in  the  term  structure  of  debt;  economies  of  scale  in 
mortgage  lending  operations,  change  in  market  shares  and  shifting  priorities 
of  the  major  lenders.  On  balance,  developments  have  tended  until  very 
recently  to  favour  the  mortgage  market. 


1.  McLeod,  Young,  Weir  and  Co.  average  of  20  Corporate  Bond  Yields. 


■ 


TABLE  2 
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RELATIVE  MOVEMENTS 
INTEREST  RATES 

IN  SELECTED 

(Average  Monthly  Basis) 

Year 

Conventional 

Mortgages 

Trust  Co.’s 
GIC  Rates 

Banks  Prime 
Loan  Rates 

Ch .  Banks 
Savings  Deposit 
Rates 

10 

Industrial 

Bond 

Yield 

1967 

8.07 

6.34 

5.92 

4.5 

7.09 

1968 

9.06 

7.01 

6.92 

4.92 

7.95 

1969 

9.84 

8.03 

7.96 

5.96 

8.75 

1970 

10.45 

8.51 

8.17 

5.67 

9.18 

Average  1967-1970 

9.36 

7.47 

7.24 

5.26 

8.24 

1971 

9.43 

7.72 

6.5 

4.54 

8.35 

1972 

9.21 

7.62 

6.0 

4.0 

8.30 

1973 

9.59 

8.21 

7.65 

5.44 

8.47 

1974 

11.24 

9.71 

10.75 

8.50 

10.17 

Average  1971-1974 

9.87 

8.32 

7.73 

5.62 

8.82 

Per  cent  change 


1971-74/1967-70 

+5.4 

+11.4 

+6 

.8 

+6.8 

+7.0 

Source:  Compiled 

from  various 

issues  of  The 

Bank  of 

Canada 

Review. 

The  Major  Lenders 

The  rapid  growth  in  mortgage  activity  over  the  past  several  years 
has  been  accompanied  by  an  equally  rapid  shift  in  market  shares  of  net 
mortgage  assets  among  the  major  private  lenders.  Additionally,  several 
behavioural  changes  with  respect  to  lending  preference  have  developed 
among  the  big  lenders  -  notably  the  chartered  banks,  the  trust  companies, 
and  the  life  insurance  companies. 
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Over  the  1967  -  1974  period,  the  chartered  banks  share  of 

residential  mortgage  loan  approvals  increased  from  13  per  cent  to  32  per 

cent  (from  $229  million  to  $1.9  billion  in  1974)  an  increase  of  over  700 

per  cent.  This  increase  in  market  share  seemed  to  take  place  at  the 

expense  of  the  life  insurance  companies.  The  life  insurance  companies’ 

share  of  residential  mortgage  loan  approvals  declined  from  47.3  per  cent 
2 

in  1966  to  9.4  per  cent  in  1974.  At  the  same  time,  the  trust  companies’ 
share  increased  from  27.1  per  cent  in  1966  (31.5  per  cent  in  1967)  to 
36.1  per  cent  in  1974  as  shown  in  Table  3  below. 


TABLE  3 


DISTRIBUTION  OF  RESIDENTIAL  MORTGAGE  LOAN  APPROVALS 
THREE  MAJOR  LENDERS 


Lender 

1966 

1967 

1968 

1969 

1970 

1971 

1972 

1973 

1974 

Chartered  Banks 

— 

13.0 

18.1 

15.5 

23.3 

28.8 

30.3 

31.4 

32.0 

Life  Insurance 

47.3 

35.8 

29.0 

18.3 

10.2 

9.6 

10.7 

10.7 

9.4 

Trust  Co. 

27.1 

31.5 

33.1 

42.5 

42.1 

35.4 

33.7 

39.4 

36.1 

All  Three 

74.4 

80.3 

80.2 

76.3 

75.6 

73.8 

74.7 

81.5 

77.5 

Source:  CMHC  Canadian  Housing  Statistics  1974. 


2.  The  chartered  banks  did  no  lending  in  1966  since  the  ceiling  on  chartered 
banks  lending  rates  effectively  barred  them  from  making  mortgage  loans. 
The  major  institutional  developments  in  the  mortgage  market  are 
detailed  in  the  Appendix. 
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It  is  noteworthy  that  the  dominance  of  these  major  lenders  was 
less  pronounced  from  1971  to  1974  than  in  the  immediate  four  years  which 
followed  the  Bank  Act  revision  in  1967.  Over  the  1967-1970  period, 
the  big  three  averaged  78.1  per  cent  of  loan  approvals  compared  to 
a  76.9  per  cent  average  between  1971  and  1974. 

The  increasing  share  of  a  growing  mortgage  market  was  also 
consistent  with  the  growing  share  of  mortgages  in  the  assets  of  the 
two  major  lenders,  (i.e.,  the  banks  and  the  trust  companies)  as 
shown  in  Table  4. 

TABLE  4 


MORTGAGES  AS  A  PER  CENT 

OF  TOTAL  ASSETS 

Institution 

1966 

1967 

1968 

1969 

1970 

1971 

1972 

1973 

1974 

Chartered  Banks 

2.8 

2.7 

2.9 

3.1 

3.1 

4.3 

5.6 

5.7 

6.2 

Trust  Companies 

55.3 

55.5 

54.8 

56.6 

58.3 

60.0 

63.5 

68.5 

72.2 

Life  Insurance 

50.6 

50.6 

51.4 

51.8 

50.6 

47.9 

45.2 

44.6 

44.2 

Companies 

Credit  Unions 

30.2 

31.3 

29.4 

29.3 

25.9 

26.0 

28.6 

32.2 

34.2 

Source:  CMHC,  Canadian  Housing  Statistics,  1974 

The  Institutional  Framework  of 

Mortgage  Lending 

The  Canadian  mortgage  market  exhibits  the  usual  symptoms  of 

3 

mortgage  market  disaggregation  which  sometimes  obscures  its  competitive 
character.  Mortgage  rates  are  generally  out  of  step  with  other  interest 
rates  in  times  of  changes  in  the  capital  markets.  As  a  matter  of  fact, 
mortgage  rates  may  even  rise  when  the  general  trend  of  other  rates  is 
downwards.  Also,  the  supply  of  mortgage  funds  may  also  appear  to  dry 
up  on  one  area  while  it  is  plentiful  in  other  areas,  or  funds  may  be 
available  to  the  competing  non-residential  sector  whilev unavailable  to  the 
residential  sector. 


3.  The  mortgage  market,  in  a  strictly  economic  sense,  is  composed  of  a 

conglomeration  of  markets  in  that  each  residential  housing  unit  represents 
a  different  commodity.  The  mortgage  rate  (i.e.,  the  "Price'*)  may  also 
vary  with  the  circumstances  surrounding  each  transaction. 


t> 


These  apparent  anomalies  in  the  mortgage  market  are  due  to  many 
factors,  the  most  prominent  of  which  are; 

(a)  The  general  illiquid  nature  of  mortgages  and 
the  lag  between  mortgage  loan  commitments 

by  lenders  to  builders  and  actual  disbursements; 

(b)  The  non- homogeneous  nature  of  residential  property; 

(c)  The  different  credit  worthiness  and  loan  service 
capacity  among  borrowers,  and 

(d)  The  different  loan  preferences  among  mortgage  lenders. 

(a)  Mortgage  Illiquidity  and  the  Lag  Between 
Approvals  and  Disbursements. 

Residential  builders,  before  undertaking  construction  of 
residential  housing  usually  obtain  advance  mortgage  commitments  from  the 
lenders.  Such  arrangements  have  provisions  for  the  advancement  of  mortgage 
loans  to  final  buyers  at  specified  rates  of  interest. 

These  commitments  are  entered  into  at  rates  of  interest  prevailing 

at  the  time  the  arrangement  is  made.  It  is  not  uncommon,  therefore,  to 

find  existing  arrangements  for  mortgage  financing  at  rates  of  interest 

different  to  the  existing  market  rate.  If  mortgage  financing  for  a 

residential  property  has  been  arranged  previously  at  a  higher  rate  of 

interest  than  is  prevailing,  the  builder,  facing  a  cancellation  penalty, 

would  usually  try  to  get  the  prospective  buyer  to  assume  the  pre-arranged 

financing.  The  reverse  also  occurs  in  that  lower  (than  current)  mortgage 

rate  commitments  would  result  in  some  upward  rigidities  in  residential 

4 

mortgage  rates  when  other  comparative  rates  are  rising. 


4.  In  an  econometric  study  of  the  residential  mortgage  market  in  Canada, 
Lawrence  B.  Smith  and  Gordon  R.  Sparks  have  agreed  with  previous 
researchers  that  mortgage  rates  tend  to  lag  behind  other  instruments 
by  as  much  as  twelve  months.  (Bank  of  Canada  Research  Papers  #9). 


(b)  The  Non-Homogeneous  Nature  of 
Residential  Property 


Since  mortgage  loans  are  issued  on  the  security  of  pieces  of 
residential  property,  it  is  natural  that  the  ease  of  financing,  the 
rate  of  interest  and  the  terms  of  repayment  would  vary  with  the 
characteristics  of  the  property  being  financed.  Variations  in 
residential  structures  and  locations  result  in  variations  in  the 
amount  of  funding  lenders  are  willing  to  undertake  and  the  rate  at  which 
the  money  is  loaned. 

(c)  Different  Credit-worthiness  and  Loan  Service 

Capacity  Among  Borrowers 

This  factor  is  most  important  in  determining  the  amount  of 
funding  a  lender  will  advance  to  a  borrower.  A  low  risk  borrower  with 
a  high  cash  flow  can  often  obtain  more  favourable  credit  terms.  A 
borrower  with  a  higher  down  payment  would  be  able  to  obtain  more 
favourable  rates  than  a  borrower  who  has  to  resort  to  secondary  financing. 
This  factor  gains  in  importance  at  times  of  tightness  in  the  capital 
market  since  the  national  use  of  funds  generally  favour  the  low  risk 
borrower . 

(d)  Different  Loan  Preferences  Among  Lenders 

Mortgage  lenders  establish  loan  preferences  for  very  legitimate 
financial  reasons  most  of  which  are  common  to  rational  financial  market 
behaviour.  Depending  on  the  preference  of  a  lending  institution,  funds 
may  be  made  available  for  particular  projects  only  or  may  only  be 
available  in  certain  areas.  The  chief  reason  for  these  variations  is  the 
practice  among  mortgage  lenders  of  the  generally  accepted  and  sound 
principle  of  portfolio  diversification,  with  respect  to  both  risk 
and  maturity  structure. 

Over  the  period  1967-1974,  definite  preferences  were  shown  for 
particular  types  of  lending  by  the  banks,  the  trust  companies,  and  the 
life  insurance  companies.  When  looked  at  in  terms  of  loan  approvals 
by  these  companies  for  new  residential,  existing  residential,  and  non- 
res  idential  property,  considerable  changes  have  taken  place  since  1968 
(Table  5). 
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As  the  table  shows,  in  all  cases,  the  percentage  of  loan  approvals 
in  favour  of  new  residential  property  has  decreased  over  the  period.  In 
the  case  of  the  life  insurance  companies,  the  shift  from  new  residential 
loan  approvals  has  been  in  favour  of  the  non-residential  sector  which 
accounted  for  over  52  per  cent  of  loan  approvals  in  1974  in  contrast  to 
Just  19  per  cent  in  1968. 

This  dramatic  change  emphasizes  the  portfolio  diversification 
aspects  of  mortgage  lending.  The  established  preference  of  the  life 
insurance  companies  for  non-residential  lending  reflects  thin  demand  for 
securities  with  a  longer  maturity  structure  than  residential  mortgages. 
Residential  mortgages,  being  open  with  respect  to  principal  and  interest 
after  five  years^  (NHA  mortgages  are  open  after  3  years)  offers  less 
yield  protection  and  requires  more  management  than  the  life  insurance 
companies  desire.  In  addition  lease  back  arrangements  and  equity  partici¬ 
pation  features  are  often  part  of  non-residential  financing  policies. 

Recapitulation  and  Conclusion 

Available  evidence  on  the  operation  of  the  Canadian  mortgage 
market  suggest  several  things: 

.  Mortgage  borrowing  has  increased  faster  than 
general  expansion  of  the  Canadian  credit  market; 

.  On  balance,  these  developments  have  until  very 

recently  tended  to  benefit  the  residential  mortgage 
borrower; 

.  By  increasing  the  share  of  their  total  assets  held  in 
residential  mortgages,  the  trust  companies  and  the 
chartered  banks  have  shown  much  accommodation  in  their 
mortgage  lending  activities. 


5.  After  the  initial  five  year  period  has  elapsed,  the  borrower  has  the 
option  of  repaying  all  or  any  portion  of  his  debt  with  a  3  month 
interest  penalty.  This  option  holds  for  each  subsequent  year  on 
the  anniversary  of  the  mortgage. 
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APPENDIX 

Chronology  of  The  Major  Institutional  Changes  in  The  Canadian 
Mortgage  Market. 


1944: 

The  National  Housing  Act  was  passed. 

1945  : 

The  Central  Mortgage  and  Housing  Corporation  (CMHC) 
was  established  with  powers  to  make  joint  mortgage  loans 
with  the  private  sector. 

1954: 

Government  Mortgage  Insurance  replaced  the  joint  loan 
provision  of  1944.  Federal  Government  Insurance  enhances 
the  security  aspects  of  NHA  mortgages  over  conventional 
mortgages. 

1954: 

The  Chartered  Banks  were  given  the  power  to  make  NHA  loans. 

The  Banks  which  were  active  lenders  after  this  provision 
but  curtailed  their  lending  after  1959  when  NHA  mortgage 
rates  exceeded  the  6  per  cent  ceiling  on  bank  lending  rates. 

1967: 

The  Bank  Act  was  revised,  removing  the  ceiling  on  chartered 
banks  lending  rates.  The  banks  were  now  able  to  make  NHA 
mortgage  loans  at  prevailing  rates.  In  addition,  the  ceiling 
on  the  volume  of  conventional  residential  mortgages  held 
by  each  bank  was  raised.  This  limit  was  set  at  3  per  cent  of 
Canadian  deposit  liabilities  and  outstanding  debentures 
until  October  31,  1967.  The  limit  was  increased  1  per  cent 
each  year  to  a  maximum  of  10  per  cent  effective  October  31  1974. 
This  provision  also  allowed  the  banks  to  originate  and 
trade  In  conventional  mortgages. 

1969: 

The  NHA  mortgage  rate  ceiling  was  lifted  in  1969,  and  was 
allowed  to  become  more  closely  aligned  with  conventional 
mortgage  rates.  Prior  to  June  1969,  the  NHA  mortgage  rate 
was  set  by  the  Governor  in  Council  by  the  use  of  a  formula 
which  tied  the  NHA  rate  ceiling  to  the  average  yield  on 
long-term  Government  of  Canada  bonds  in  the  previous  quarter. 
Between  1967  and  1969  the  NHA  rate  ceiling  varied  from  1*5 
percentage  points  to  2*s  points  above  this  bond  yield. 

1973: 

The  Federal  "Residential  Mortgage  Financing  Act"  was  passed 
with  the  provisions  for  creating  additional  mortgage  financing 
mechanisms  for  the  residential  mortgage  market,  and  the 
establishment  of  the  "Federal  Mortgage  Exchange  Corporation". 
This  latter  provision  would  allow  for  the  development  of  a 
secondary  market  in  mortgages  to  improve  their  liquidity. 

As  of  yet  this  latter  provision  has  not  materialized. 
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Other  Changes 

In  addition  to  the  above  changes,  various  adjustments  have 
taken  place  in  the  form  of  variations  in  amortization  periods,  gross  debt 
service  to  income  ratios,  and  the  computation  of  income  for  the  persons 
(i.e.,  regarding  the  amount  of  spouse's  income  to  be  included  etc.)* 
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